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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

SW FT, Judge: 1In these consolidated cases, respondent
determ ned deficiencies in Federal incone tax, additions to tax,

and penalties against petitioners as foll ows:



John M and Carolyn Merritt?

Addition to Tax

Accur acy-
Rel ated Penalty

Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)

1994 $ 83,920 $20, 980 $16, 784

1995 108, 096 5, 405 21, 619
J.MA & Associates, P.C

1994 $264, 558 $13, 228 $52, 912

1995 220, 564 22,056 44,113

Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

After settlenent of sonme issues, the primary issues for
deci sion are as follows:

(1) Whether petitioner should include in his 1994 incone
$129, 000 in conpensation that he received fromhis law firm
petitioner J.MA & Associates, P.C. (the law firmor the firm,
but which $129, 000 petitioner returned to the firmlater in 1994;
and

(2) Whether, for its taxable years endi ng Novenber 30, 1994,

and Novenber 30, 1995, the law firmis entitled to ordinary and

necessary busi ness expense deductions for litigation costs it

advanced on behalf of its contingent fee clients.

! Hereinafter references to petitioner in the singular are to
petitioner John M Merritt.
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

At the tinme the petitions were filed, petitioners John M
and Carolyn Merritt resided in, and the principal place of
busi ness of the law firmwas |ocated in, Cklahoma Cty, Cklahona.

During the years in issue, petitioner was a |icensed,
practicing | awer who was the founder, president, and sol e owner
of the law firm a personal service |aw corporation which
specialized in representing victins in personal injury and
product liability cases on a contingent fee basis.

Under the terns of the firm s contingent fee contracts with
its clients, the clients agreed to repay the firmlitigation
costs advanced by the firmin the event a recovery was eventually
obt ai ned on behalf of the clients. |If no recovery was obtai ned,
the clients were under no obligation to reinburse the law firm

litigation costs it had advanced. 2

2 More specifically, the firmgenerally entered into the
followng two types of contingent fee contracts with its clients
under which the clients agreed to repay the firmlitigation costs
advanced by the firm in the event a recovery was obtai ned:

(1) Froma gross recovery the clients would reinburse the firm
for litigation costs advanced by the firm and then the clients
woul d pay the firman attorney’s fee equal to 50 percent of the
net funds remaining; or (2) the clients would pay the firm an
attorney’s fee equal to 33-1/3 percent of the gross recovery, and
the firmwould then be reinbursed litigation costs it had
advanced out of the clients’ remaining 66-2/3 percent share of
the gross recovery.
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In 1994 and 1995, petitioner received conpensation fromthe
firmin the total amounts of $703,800 and $299, 925, respectively,
denom nated by the firmas wages and i ndependent contractor fees

as foll ows:

Petitioner’'s Conpensation

Year Wages Fee | ncone Tot a
1994 $200, 000 $503, 800 $703, 800
1995 200, 000 99, 925 299, 925

I n Decenber of 1994, petitioner transferred back to the firm
$129, 000 whi ch petitioner in 1994 had received fromthe firmas
i ndependent contractor fees. Initially, the firm s bookkeeper
classified the returned $129,000 as a reduction of the firnms
i ndependent contractor fee expense account. However, in February
of 1995, the law firm s bookkeeper, for reasons unclear,
reclassified the transfer frompetitioner to the law firmof the
$129,000 as a reduction in the firm s accounts receivabl e due
frompetitioner.

For the law firm s taxabl e years endi ng Novenber 30, 1994
and 1995, litigation costs were advanced by the firmrelating to
contingent fee contracts with its clients in the total anounts of
$737,652 and $1, 069, 275, respectively.

During the years in issue, certain office managenent tasks
and all bookkeeping tasks of the firmwere perfornmed by a third

party bookkeeper hired by petitioner.
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Petitioners’ Federal income tax returns were prepared by a
certified public accountant (C P. A ) who was also licensed to
practice law, with whom petitioner had a business rel ationship
for nore than 20 years.

On July 10, and Novenber 14, 1996, respectively, M. and
Ms. Merritt filed late their joint Federal individual incone tax
returns for 1994 and 1995. On their 1994 return, M. and
Ms. Merritt did not include the $129, 000 i ndependent contractor
fee incone that petitioner returned to the law firmin Decenber
of 1994.

On July 6, 1998, respondent determ ned a deficiency in
M. and Ms. Merritt’s joint Federal income tax liability for
1994 based on, anong other things, respondent’s inclusion in
i ncome of the $129,000 that petitioner received as fee incone in
1994 but which petitioner returned to the firm

Al so, for 1994 and 1995, respondent determ ned agai nst
M. and Ms. Merritt additions to tax under section 6651(a)(1) in
t he amobunts of $20,980 and $5, 405, respectively, for failure to
tinely file their Federal incone tax returns and accuracy-rel ated
penal ties under section 6662 in the anbunts of $16, 784 and
$21, 619, respectively.

On August 28, 1995, and on Cctober 3, 1996, respectively,
the law firmfiled late its corporate Federal incone tax returns

for its taxable years ending Novenber 30, 1994 and 1995. n
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those returns, the firmclainmed ordinary and necessary busi ness
expense deductions for the litigation costs that the firmduring
t hose taxabl e years advanced on behalf of its contingent fee
clients in the respective anounts of $705, 647 and $629, 834 t hat
related to contingent fee client matters not resol ved by yearend.
On audit, respondent, anong other things, disallowed these

cl ai med busi ness expense deductions and determ ned defi ciencies
inthe firms incone taxes for those years.

Al so, for the years endi ng Novenber 30, 1994 and 1995,
respondent determ ned against the law firmadditions to tax under
section 6651(a)(1) in the ambunts of $13,228 and $22, 056,
respectively, based on the firnms failure to tinely file its tax
returns and accuracy-rel ated penalties under section 6662 in the
anounts of $52,912 and $44, 113, respectively, based on
substantial understatenments of tax due or, alternatively,

negl i gence or disregard of the rules or regul ations.

OPI NI ON

Ret ur ned Conmpensati on

Section 61(a)(1) provides that “gross incone” includes “al
i nconme from what ever source derived”, including conpensation for
services and fees.

The Supreme Court has held that gross inconme includes al
“accessions to wealth, clearly realized, and over which the

t axpayers have conpl ete dom ni on”, Comm ssioner v. d enshaw G ass
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Co., 348 U. S. 426, 431 (1955), “without * * * an obligation to
repay, and without restriction as to their disposition”, Janes v.

United States, 366 U S. 213, 219 (1961); see also N. Am Q|

Consol . Co. v. Burnet, 286 U S. 417, 424 (1932).

In Cary v. Conmmi ssioner, T.C. Menp. 1970-40, after

recei ving a paycheck from his enpl oyer, the taxpayer on the sanme
day wote a check to his enployer for the sane anount and di d not
i ncl ude the paycheck in his income. W held that the taxpayer
was not permtted to exclude the paycheck fromhis incone. |[|d.

In Jones v. Conm ssioner, 82 T.C. 586, 588-590 (1984), a

t axpayer relinquished his rights to a profit-sharing plan and

w thdrew funds fromthe plan, but then gave the funds back to his
enpl oyer. W held that the unconditional receipt of the funds
resulted in taxable incone in the year of receipt. [d. at 590-
592.

Respondent argues primarily that because petitioner was not
obligated by any agreenent to return to the firmthe $129,000 in
i ndependent contractor fees, the $129,000 constituted incone to
petitioner when received, and no justification exists for
excl uding the $129,000 from petitioner’s incomne.

Petitioners, citing G egory v. Helvering, 293 U S. 465, 469

(1935), argue that taxpayers are entitled to structure

transactions to pay the | east Federal incone tax (nanely, to
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reduce their Federal incone tax by returning the fees to the
firm.

No evi dence indicates that when petitioner received the
$129, 000 he had any restrictions on his use of the $129, 000 or
that he had any obligation to return the $129,000 to the firm
Petitioner does not qualify for an exclusion fromincone of the
$129,000 that he received fromand later returned to his firmin

|late 1994. See Conmm ssioner v. denshaw d ass Co., supra at 431

Jones v. Conm ssioner, supra at 591-592; Crary v. Commi SSi oner,

supra.

Liti gati on Costs

Cenerally, litigation costs advanced or paid by |awers on
behal f of their clients based on contingent fee contracts under
which the clients are obligated to repay the litigation costs to
the lawers if the client matters are resolved successfully are
to be treated in the year paid as loans to their client, not as
ordi nary and necessary busi ness expenses. Canelo v.

Comm ssioner, 53 T.C. 217, 225-226 (1969), affd. per curiam 447

F.2d 484 (9th Gr. 1971); Hearn v. Conm ssioner, 36 T.C 672,

674-675 (1961), affd. 309 F.2d 431 (9th Cr. 1962). Upon
resolution of the contingent fee matters, at that tine, if the
| awyers do not receive repaynent of the litigation costs advanced

on behalf of their clients, the lawers are entitled to deduct
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the unpaid litigation costs as bad debts. Canelo v.

Conmi ssi oner, supra at 225-226.

Petitioners note that the | awers involved in Canel o
carefully screened their contingent fee clients and had “good
hopes” of recovery, id. at 224, and petitioners argue that the
facts of that and simlar cases are distinguishable (nanely,
petitioners claimthat the law firm s contingent fee clients were
not screened based on the probability of recovery and that often
any recovery was doubtful).

Even if, as petitioners claim the law firm s contingent fee
contracts were not screened with regard to the probability of
obtaining a recovery and even if the probability of a recovery
was often doubtful, we conclude that the litigation costs in
di spute are to be treated, in the year advanced by the firm as
| oans, not as ordinary and necessary busi ness expenses of the

firm

Section 6651(a)(1) Additions to Tax

For a taxpayer’s failure to tinely file Federal incone tax
returns, section 6651(a)(1l) inposes an addition to tax generally
equal to 5 percent of the tax required to be shown as due on the
return for every nonth the return is late, up to a maxi num of 25
percent, unless such failure is due to reasonabl e cause and not

to willful neglect.
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Petitioners claimthat they provided conplete and tinely
information to their C.P.A and that it was the C.P.A who did
not tinely file the income tax returns.

Petitioner, a practicing |lawer, was fully capabl e of nmaking
sure that the inconme tax returns for hinmself, his wife, and his
firmwere conpleted and filed on tinme. Petitioner’s alleged
reliance on the CP.A is not credible.

Petitioners are liable for the additions to tax under
section 6651(a)(1) for the failure to tinmely file their incone

tax returns for the years in issue.

Section 6662 Accuracy-Rel ated Penalties

Section 6662 i nposes an accuracy-related penalty of 20
percent on underpaynents of tax attributable to: (1) Negligence
or to disregard of the rules or the regulations; and
(2) substantial understatenents of incone tax.

Section 6662(d) (1) defines “substantial understatenents” as
the greater of: (1) More than 10 percent of the tax required to
be shown on the tax return; or (2) $5,000 in the case of an
i ndi vidual, and $10,000 in the case of a corporation.

The section 6662 accuracy-related penalty is not inposed
with respect to portions of underpaynents of tax for which
t axpayers acted with reasonabl e cause and in good faith. See
sec. 6664(c)(1l). The decision as to whether taxpayers acted with

reasonabl e cause and in good faith depends upon all the pertinent
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facts and circunstances. Sec. 1.6664-4(b)(1), Income Tax Regs.
Rel evant factors include the taxpayer's efforts to assess his
proper tax liability, including the taxpayer's reasonable and
good-faith reliance on a tax professional, such as an accountant.
Id.

On the facts and testinony before us and in light of the tax
adj ustnments involved herein, we believe that petitioners
reasonably relied on the advice of their CP.A in the
preparation of the tax returns in issue. Petitioners had
reasonabl e cause for the deficiencies in issue, and petitioners
acted in good faith. Petitioners are not liable for the
accuracy-rel ated penalties determ ned by respondent under section
6662 with respect to the deficiencies in issue herein.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.




